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Sam Y. cross 

Negative sentiment towards the dollar was intense 


during most of the intermeeting period. Last week, however, the 


dollar recovered partially from its lows of late November and its 


decline for the period was pared back to about 2 percent. The 


Desk intervened in substantial amounts during the period, with 


all operations split equally between the Federal Reserve and the 


Treasury. 


Selling pressures against the dollar broke through 

around the beginning of November. Although questions about U.S. 

economic policies existed before that, and there were widespread 

concerns that the international adjustment process was slowing 

down, the markets generally believed that the U . S .  authorities 

would defend the dollar through the election so that market 

pressures would not emerge as an issue in the Presidential 

campaign. As election day approached, however, the foreign 

exchange markets began to test the dollar and by the time of your 

last meeting on November 1, we had already started to intervene 

to support the dollar. Immediately after the election, dollar 

selling intensified, much of it apparently speculative. Market 

participants were questioning whether adjustment was still 

proceeding, and feared that the new Administration might not be 

able to deal promptly and effectively with the twin deficit 

problems, in the environment of a Congress controlled more 

strongly than before by the opposition party. 



prom our first operations on October 31 through the 

first two weeks of November, we intervened on 5 occasions to buy 

about $1 billion, all against Japanese yen. The market was aware 

of our operations but not greatly hpressed, with many believing 

them aimed more at smoothing the dollar's decline SO as to 

prevent adverse effects on other financial markets rather than 

reflecting a determination to halt the dollar's fall. Despite 

official statements to the contrary, market participants thought 

that there may have been a shift in the U.S. view towards the 

exchange rate. For several months, some market observers had 

suspected that any incoming Administration might tolerate or even 

welcome a lower dollar, and took every opportunity to interpret 

any actions or comments -- such as Martin Feldstein's statement 

-- in that light. 

The dollar continued to come under selling pressure 

during much of the rest of November. On November 17 and 18, 

there was concerted intervention in both marks and yen that did 

seem to give the market the impression, at least �or a while, 

that the Group of Seven (G-7)  remained firmly committed to 

maintaining stability in the exchange markets. Selling pressures 

against the dollar abated briefly after these coordinated 

operations. But when pressures reemerged, and we attempted to 

counter them through intervention not coordinated with European 

central banks, traders again began to express the belief that the 

U . S .  authorities might tolerate a gradual decline in the dollar. 

on November 25, the dollar hit its lows of the intermeeting 

2 




period of Y 120.65 against the yen and DM 1.7085 against the 


mark. 


For the next ten days, in late November and early 

December, market sentiment toward the dollar ebbed and flowed, 

depending on evidence either that economic growth was moderating 

and the Fed might not be ready to change i.ts policy stance (a 

conclusion drawn from the Beige Book) or that the economy was 

really stronger than generally appreciated (a conclusion drawn 

from employment data). Also the cumulative effect of all the 

dollar intervention support during the month was beginning to 

leave a more favorable impression. The sense of central bank 

support was strengthened when, after the market saw the strong 

labor market statistics and noted that they were not followed by 

an immediate discount rate increase, the desk came into the 

market visibly and aggressively to resist a renewed drop in the 

exchange rate by buying dollars against both marks and yen. In 

addition, the efforts of President-elect Bush to put together a 

team of pragmatic advisors, to reconcile differences w i t h  members 

of Congress, and to attach priority to dealing with the deficit 

problem gave some of the more pessimistic market observers reason 

t o  pause. In these circumstances, the dollar traded tentatively, 

though above its lows of the period. 

But confidence in the dollar remained uncertain, and 

the market was still quite short of dollars when Gorbachev's 

speech at the UN briefly tantalized market participants with 

dreams of an early and significant cut in U.S. military 

expenditures. What was important about this latest episode was 
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not that, in the euphoria of the moment, the dollar briefly 

rallied to DM 1.7730 or Y 124.25. It was, rather, that the 

market was reminded that speculators shorting the dollar could 

get hurt. rnerefore, the period ended with the dollar still 

shaky but on a somewhat better footing, bolstered by expectations 

of higher interest rates, and with some renewed sense of two-way 

risk in the market, a sense which we hope the major central banks 

can preserve despite some differences in opinion about near-term 

strategies for exchange rates and interest rates. 

For the period as a whole, we sold far more yen --
$1.77 billion equivalent -- than marks -- $630 million 

equivalent. Yet mark operations seem to have relatively greater 

market impact. The difference may reflect, partly, that the 

mark, more than the yen, tends to be the speculative vehicle of 

choice for foreign exchange market speculators worldwide. In 

addition, the market appears to hold different attitudes about 

the fundamental strengths and prospects of the two currencies. 

As for the yen, market participants have long been 

impressed by the agility with which Japan has responded to its 

currency's appreciatton. Recent economic reports from Japan 

support the picture of strong domestic demand and continued 

export growth, with market projections showing increases in both 

Japan's trade and current account surpluses through 1990. This 

strong performance has continued without a pick-up in inflation, 

suggesting to many that the yen should move even higher. Also, 

with so much of the global imbalance reflected directly in the 

bilateral trade between the U . S .  and Japan, there is a widespread 
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view that a large share of the total exchange rate adjustment 


must come in the dollar/yen relationship. Thus, the market still 


sees a considerable upside potential tor the yen over time. 


For the mark, the picture was seen differently. 

Although the market view of German economic performance has 

improved recently, prospects for investment in Germany were less 
than encouraging for much of the year, and both long-term and 

short-term capital flowed out of mark assets on a large scale. 

The Bundesbank is concerned that the mark appears relatively weak 

at a time when Germany has a strong and growing current account 

surplus and may feel the need to demonstrate its commitment to 

sound economic management when setting its monetary targets for 

1989 next Thursday. 

Hr. Chairman, I would like to recommend that the 

committee approve the Federal Reserve's share of the Desk's 

dollar purchases during the period. In other operations during 

the period the Desk purchased a total of $25.2 million equivalent 

of Japanese yen on behalf of the U . S .  Treasury to augment 

balances. The Central Bank of the Argentine Republic, on 

November 22, drew $79.5 million on a previously existing U.S.  

Treasury short-term financing facility and subsequently repaid 

$31.8 million on November 23. The U.S.  Treasury's short-term 

financing facilities for Brazil and Yugoslavia matured on 

November 30. The Central Bank of Brazil had repaid their $232.5 

million drawing on a $250.0 million facility on August 26. The 

remaining $11.5 million was not drawn. The National Bank of 
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Yugoslavia had repaid the outstanding balance on its $50.0 


million swap facility on Sept- 30. 
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Domestic open market operations since tha last 


Committee meeting have bean complicated by an uncartain and 


elusive relationship between discount window borrowings and money 


market rates, and by several wire system mishaps Uhat led to 


spikes in borrowing unrelated to general market pressures. In 


hindsight, the relationship of borrowing and funds rates was 

already coming unglued in October or even earlier, but it seemed 

plausible as the new period began to expect things to "return to 

normal." They didn't. Thus after starting the period with a 

planned borrowing gap of $600 million, we found ourselves 

continually battling to keep funds from rising appreciably above 

the anticipated 8 to 8-114 percent range even while borrowing ran 

noticeably below its planned level. In effect, to avoid having 

funds persistently trade well above the range envisioned by the 

Committee, we provided some additional nonborrowed reserves. 

This situation was drawn to the Committee's attantion 

in a conference call on November 22, and following that call we 

used a $400 million path level of borrowing, anticipating-­

though still with considerable uncertainty--that funds might 

range around 8-318 parcent. P r k i l y ,  this recognized an 



apparent shift in the borrowing-Fed fund8 relationship, but it 

was also noted at that call that recent news on the economy had 

suggested continuing strength, with overtones of potential 

inflationary pressure. In this contact, a fund8 rate around 

8-310 percent was considered acceptable whore earlier in the 

period this level had been resistad. Actual funds rates didn't 
change all that much--averaging about 8.30 percent in the 

~ovambat16 maintenance period and 8.38 in  the ~wember30 

period, but the more discerning market.participantsnoticed the 


difference. 


Following the strong November employment report 

released on December 2, market anticipation of System firming 

tended to pull the funds rate still higher. Without a deliberate 

Desk change, funds edged up to around 0-112 - 0-518 percent, with 

many market participants imminently expecting a discount rate 

move. Meantime, the Desk sought at least to keep pace with 

projected reserve neede, especially when funds rates traded 

significantly above the expected. In this setting, funds have 

averaged about 8.57 percent so far in the current reserve period 

through yesterday; today, it's been a shade softer -- 8-7/16. 

Several separate incidents involving computers and 

funds transmission systems played hob with actual borrowing 

levels during the period. In the November 16 period, a problem 

at a large midwest bank caused that institution to pile up 

massive excess reservee, which it couldn't work off over the rest 

of the period, while some other banks that had expected to 

2 




receive funds had to use the discount window. In response, we 

allowed for higher excess reserves while borrowing averaged 

higher than it would otherwise -- though still not above the path 

level then in use. In the November 30 period, a large New York 
bank had tachnical problems that causad it to borrow in size on a 

Friday, leading the Dask to mka some allowance for special 

situation borrowing rather than ovu-prwida reserves. And 

finally, early in the current reserve period, a problem at a 

Reserve Bank produced a massive one-day reserve deficiency that 

forced several money center banks to borrow even though there 

were later *as-ofn reserve adjustments. Once again it was deemed 

appropriate to treat tha special borrowing as more akin to 

nonborrowad reserves. 

On days free of these special problems, adjustment and 


seasonal borrowing during the intermeeting period averaged about 


$315 million, while inclusion of the problem days would produce 


an average of about $535 million. 


Money growth behaved reasonably well in the recent 

period. M2 increased at just under 4 percent in the 2 months 

ended in November, somewhat ahead of the slow 2-112 percent 

September-December pace contemplated at the last meeting, leaving 

November H2 modestly below the mid-point of its annual growth 

cone. M3 growth of 5-112 percant for the 2 months ended Novmber 

trackad close to the indicated 6 percent Sapt.mkr-Dacambar path, 

leaving M3 somewhat over its annual cone mid-point. Ml barely 

grew over the most recent two months--edging up at just over a 
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1 percent rate, which placed Novenber at a PC~bst4 percent 

growth rate since the fourth quarter last year. 

To meet seasonal reserve needs over the intermeeting 

period, the Desk bought over $7-1/2 billion of Treasury issues, 

making use of the temporarily enlarged leeway. Market purchases 

included $3 billion of bills at the sta?t of the period and 

$3.5 billion of Treasury coupon issues in lato November, while 

about $1.2 billion of bills and note8 w e r e  purchased from foreign 

accounts over the course of the interval. On most days the Desk 

arranged either System or customer repurchase agreements. 

Incid&ntally, so far in 1988, with just a few weeks 


remaining, our net outright purchases of Treasury issues come to 


a little over $14 billion, including $5 billion in bills and 


somewhat over $9 billion in coupon issues. This year's rise, to 


date, is well short of last year's $21 billion portfolio 


increase. Part of the reason for a lesser rise this year can be 


traced to changes in foreign currency holdings this year and 


last, and the meeting of some reserve needs this year through 


extended credit borrowing. 


Yields on Treasury issues generally rose during the 

intermeeting period, but by widely varying amounts in a range of 

about 25 to 95 basis points. The smaller increases were posted 

�or longer maturities so that the yield curve flattened and even 

inverted slightly. The major force pushing yields higher was the 

market's perception that the economy remains strong, or perhaps 

has regained some strength after a summer lull. Major price 
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moves came in the wake of the unexpectedly strong eatployment 

reports for October and November. A softening dollar and rising 

oil prices a180 encouraged higher yields, though these factors 


were erratic over the period. 


Many market participants assumed that monetary policy 

was already beginning to firm up a bit further after holding 

steady in September and Octobar, or moon would do 80 in response 

to the inflationary potential *lied by tho economy's continuing 

strength and absorption of available resources. As the period 

began, market observers seemed to expect that funds rates would 

soon return to the 0-111 percent area prevalent earlier in the 

fall. By late November, most participants were reconciled to a 

funds range around 8-318 percent, and this gave way in early 

December, after another strong employment report, to anticipation 

of 8-1/2 or 8-5/8 percent, quite likely to be followed by a 

discount rate rise. 


The largest rate increases in the Treasury list were in 


the 1 to 2-year maturity range, sending 2-year yields somewhat 


above the 30-year yield. The peak in heasury yields--if one can 


so dignify the modest differentfals in an essentially flat 


cuNe--now seems to be in the 2 to 10-year range. It may be 


reading too much into the recent rate trends, but one view is 


that the modest size of increases at the long end has reflected 


market confidence that, while the economy is strong and inflation 


a threat, the central bank will take appropriate action to keep 


the situation in hand. There could also be technical factors at 
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work, such as investor switching from corporate to weasury bonds 

and active stripping of long Treasury issues which reduces 

available supplies. 

The Treasury raised roughly $37 billion, net, over the 

parid, divided about evenly betueen bills and coupon issues. 

coupon issues Included $9 billion of new 30-year bonds, the first 

in 6 months, offered after the President signed legislation 

removing the 4-1/4 percent ceiling On bond. that has long been a 

thorn in the side of Treasury debt managers. The new bonds were 

auctioned at 9.10 percent on November 17 and with some net price 

gains in the longer end over the latter part of the interval, 

they closed to yield a little under 9 percent. A. the period 

began the active long bond yielded about 8.72 percent. 

Key bill rates rose about 75-90 basis points over the 

interval, propelled by anticipations of policy firming, supply 

increases, and some actual rise in funds and financing costs. 

The latest 3-and 6-month issues were auctioned yesterday at 1.90 

and 8.21 percent, respectively, up from 7.37  and 1.48 percent at 

the end of October. 

Private short-term rates also rose substantially over 

the period--by 80-90 basis paints or 80 h the 3-mOnth area and 

even more for shorter maturities. In addition to policy firming 

concerns, year-end factors and possibly praparations to fund 


upcoming corporate buy-outs may have played a role in the rate 


rise. Banks raised their prime rates 1/2 percentage point to 


10-1/2 percent in a widely anticipated move. 
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In the Federal agency market, FICO sold two iPPUCII, 

each for $700 million, through competitive syndicate bidding for 

the first time. The yield spreads against Treasury bonds 

narrowed despite the gloomy thrift industry outlook as it is 

widely assumed that massive Federal help will b. f@rthcoming for 

this industry. 

The corporate market, espacfally industrial issues, 

remained under somewhat of a Cloud the wake of the RJR-Nabisco 

buy-out plans, but light issuance actually permitted some 

measures of yield spreads over Treasuries to narrow a bit. A few 

corporate issues have come to market w i t h  special features to 

protect against dohgradings in the event of take-overs. High-

yield bonds fared relatively well vis-a-vis Treasury iseueo 

despite prospective 8ubstantial enlargements to srppply. 

Meantime, a threat continues to hang over the Drexel 

Burnham firm--a major financial market participant. There should 

be news quite soon either of a settlement with the Justice 

Department, with admiseion to some serious charges, or of a 

criminal indictment of the firm. In either case the firm could 

�ace rough going. 

Finally, on a housekeeping note, the Desk has begun a 

trading relationship with two additional firms in recent days--

S.G. W a r b u r g  and Wertheim Schroeder. Both firms had been prinary 

dealers since last June. We now trade with all but 5 of the 46 

primary dealers. 
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f ha- O d Y  8 Utth  t0 add t O  +hr -8 t h  ha8 mC8imd 

on this subject. In  a arrb.L.nLi.2 &creme in borrowing a t  the 

discount w i n d o w  a t  given apreada of the frmdr ra te  over the  discount rate 

developed this f i l l .  It was wibapprud by Site Of Lutitution, with 8 

considerable MOM~8 C C O W l t d  for d u  i M t f t U t i O M .  We have not 

identified m y  convincing ratiomle for the s u e .  It does not seem t o  

involve a change in t h e  way the w i n d o r  is adddatered.  An for the be­

havior of borrowing iaatitutiom, *. h8ve a nwber of hypotheses, but 

have not been able t o  confirm q i s i c a l l y  any -.OM for  depositorp 

inatitutions t o  draw back f r an the  uas of discount window credit when 

they did. The ongoing dimemiom of the shift also u e  not clear; t o  

date, there haw bean few sigaa of reversal. In  the bluebook, we posit 

acme increase in the willingness of large banks t o  caw t o  the window 

early next year. These institutions my be trying t o  reduce diacount 

window usage a t  this time in antidpation of more profitable opportuni­

t i e s  la ter  owing t o  rising money market pressures aaaociated with year-

end, financing of large corporate restructurings, or t ighter mnetary 

policy. In this respect, similar behavior was evident right before year-

end h a t  year, and was partly reversed i n  January, though acme permanent 

shift  still reaained as an aftermath of the financial turmoil of the 

stock market collapse. 
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Given the aarging size of the dirturbmw t o  t h m  borrowing 

relation, open mukmt operatiom rare curied out with 8- extra f l u i ­

b i l i ty  0o.r thm i n t m m t i a p  puiod, u Mr. S t m a i g h t  !us already cm­

mated. I n i t U y ,  thm Dmk tolerated both SQI upnrd pressure on tu& 

relati- t o  thm M t t w ' r  .rP.ct8tiorU, and a rhortfall &I borrowing 

r e l a t iw  t o  path. Even Iftuthm fozmml a d j m  t o  path, while 

reaervm provision har.bmea fully Conristuitri th P.lring-tbm borrowing 

objective a bi t  -re 8tteation th.n p d o u l y  har been paid t o  the 

federal fun& rate. This ahift in emphmir h a  reflected both lingering 

uncertainties .bout the new borrowing relation, and c o n c e ~ ~ ..bout nda­

leading market participants in 8 puiod Of g r u t e r - t b n - w d  speculation 

.bout posaibl. shifts in a o w t y  policy. 

The CclrmCttw has gono ovu  the .rpl.aantr for and againat wing 

borrowing as an operating objectivm on r m d  O C U l i O M .  Tha principal 

a r p n t s  in favor involve the flexibil i ty in the federal fund8 rate that 

ccnms frm avoiding a narrow focw on t h i s  rate in policy wlementation. 

A borrowing objective allows 8- limited scope for market forces, in­

cluding expectationa, t o  show through, and in the process, map faci l i ta te  

needed policy adjwtmsnts. The .rgrrant againat i r  tht the overnight 

rate i s  the proximte variable through which policy actions affect the 

econcaq, and adhering t o  a borrowing target. UII allow that rat. t o  devi­

ate for a tima frm the level consiatent with the Cornittoe's deaired 

policy. Such deviatiom are a l l  t h m  more likely whmn thm borrowing 

function shif ts  pe-ntly, givmn that it m y  takm 801 t h  t o  

recognize and ccllp.aaate for such shifts. 
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In that mgud, tho mcont orpuionco cutably  door mot 

atmngthon tho -0 for a borrouinq objective. Zvon no, donpito tho 

rmaaivo n i t s  of tho curmnt diaturb.nn to the function, tho outcmm in 

roney mukota probably did not diffu v o q  subatantbuy or for pary low 
frolr intomat rate 1.rrla coruiatont w i t h  tho COILtttee'a discwaion .nd 

underatt.ndlng, givm the alight f- deliberately awpht on tho b r i o  

Of at& r)rt. r(u Wy- . - - .p lunn  Of tb.flufbil­

ity exorcised by tho Dosk, in conault.tlQIL with tho -, tho h a e m  

8ank proaidant on tho call, and tho COILtttn. 



ytch.rz J .  P d 
kcdu El,1988 

IuyouLnow,  w i t h t h . ~ b r i . r r b o ok tk mtafi h.8 taken its 

first stsb 8t portraying bow 1990 J+ look. TJm pibrrr.we've 

pmsented isn' t  very pretty. No hve rrrpp.rtmd at,i f  it i.the d m  

of the  W t t m  not m r a l y  t o  hold the l b a  on hf l8 t ion  but, r8ther, 

t o  restore a downward t read  by 1990, then it m y  k namsrary t o  nm the 

risk of 8- f h d d  &=8S .nd 0-C UO8kll888. 

There are three key premises bahLnd thir concluabon: Fire ,  

t ha t  o i l  and food supply CoDdStionr w i l l  prod& only a l i t t l e  help in 

damping ove r r l l  inf l8t ion in the next Covple of yeu8: mcond, that 

current levelm of ZOBOIUCO utilization are not -tale with alwing 

wage and p r i m  inflation; and turd, that 8 d d i t i d  macropoUcy 

res t ra in t  w i l l  be needed t o  a l a  economic growth enough t o  reduce 

ut i l iza t ion  rates t o  dir inf la t iomry levels. 

Aa we see it, the inCcptm0 infornution since the  November 

met ing  i a  on balance rupportive of there asrertiolu. 

Starting with the o i l  market, we believe t&t OPEC ahovad a b i t  

more resolution t h  might lure been expected in reaching its accord on 

production limits. The adroit handling of the Iraq-1r.n quota dirpute 

and the  ac- h t8ndf iu t ion  Of pressurea on the  Ar8b Edratcr t o  

8top their  egregiacu Violation8 h a d  UB t o  tbCnk tht OPEC Output i# 

l i k e l y  t o  be lower th8a we had aaa-d previously. Commqwntly, we've 

asrrarad a $2-1/2 per barrel incre88e in o i l  Lport prices over the next 
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y e u ,  frm a lo* $12.50 i n  the currant quarter. Tt8nShtfng this in to  

cowmer  energy prices, we w looking for a 2 parcant increase nest 

year, rather than the 1percent decline i n  our l8st forecast .  

On the  food price front, w'w awn a f a i r l y  rapid rereraal  of 

the earlier run-up in f r u i t  .ad vegetable price., and mat 8 U p p l i C S  have 

been q l e  of late. Over the next POX,W ' ~ Ol ike ly  t o  nee a m  

softening of grain and oilaeed prices i f  lmrveata are oormal, but with 

beef aupplier f a l l i ng  and labor coata rising, we are projecting consmnar 

food pr ice  in f l a t ion  of ahout 3-1/2 percent. 

In our projection, there Capparatively moderate increases in 

food and energy prices prevent a dbcernfble  deterioration in overall  

pr ice  in f l a t ion  next year. But the  underlying tendency is  still there, 

perhaps moat notably in cmpenaation. This brings pe t o  t h e  second 

assertion I mentioned earlier-namely, that t h e  pressures on resources 

are excessive. While the  recent evidence on this point is not 

absolutely clearcut, we think it auggests that  the r i s k s  are skewed 

rather  markedly in one direction. Apart from signs of softening in a 

few materials markets, the  picture--mecdot.ally and s ta t i s t ica l ly- - i s  

one of stable or r i s ing  wage- and price-inflation trends. 

On the  statiatif.1. aide, the readings on wages have been 

&parse. The hourly earnings index for production and non-supervisory 

workers j-d 0.7 percent in October and then was unchanged in 

November; these movements, on net, l e f t  in tac t  the general uptrend in 

the  year-on-year increases that began i n  the  middle of 1987. Hcanwhile, 

recent monthly c-8 in the  conatnner and producer pr ice  indexes have 

not indicated a clear  ongoing acceleration or deceleration. 
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C i N n  that  there was no s ip  of a diminution in preasurea pr ior  

t o  the recent drop in the dollar and further increase in wsource 

uti l izat ion,  we aee no mason t o  axpct that tha underlying t read of 

in f la t ion  w i l l  Wrom in the oau: tam. Indeed, in putting together 

our forecaat u� wages cad p r h a ,  rn have continued t o  discount the 

predictions -of 8.TUietp of ecwop.tric lod.la,.-wUch point t o  a 

a u b s t a a t i a l - a c a l e t i ~ .  Parhap8 I b u l d  a variety of s-
monetarist models. A munetarbt f o d a t i o n  would auggaat tht 

in f l a t ion  should mcderate before long, in l i gh t  of the a l w c t  muney 

expansion path we've beon mi but, in most caaea, the -1s also would 

look fo r  a weakaafng in real activity.  

This bringa ma to  the th i rd  and final p d a e  of t h e  

projection-namely, that, in the .beeace of additional policy 

res t ra in t ,  economic ac t iv i ty  w i l l  be too strong t o  ras to te  a downtrend 

i n  wage and pr ice  increases w i t h i n  t he  next two yeara. Under the 

assumptions we've made about legis la t ive action on t h e  1990 federal 

budget, f i s c a l  policy probably w i l l  be supplying sane of this res t ra in t .  

But we still believe an appreciable burden w i l l  f a l l  on the Fed, and 

we've bu i l t  i n t o  our farecast a rise in short-term intarest rate8 of 

about 2 percentage pointa over the  next year t o  18 month. There is  no 

question t h a t  this i a  considerably more than the markets are 

anticipating, and we would srpact that it would put a noticeable dent in 

stock and bond prices. Perhaps, though, the policy iasue today is not 

ao much how great a tightening of money market condition8 m y  u l t h a t e l y  

be needed but simply whether appreciable further rim in rates is 

required, given the increase that has already occurred. 
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ObriOU8ly8 tb. 8t.ff88 U U W 8 t  t o  that qU8StiOn is .UId 

perceive sopport for that proposition in the =cent economic data. The 

most noteworthy news was containmd in the -1- ~ p o ~ t sfor October 

.nd november. The payroll gain of 700,000 and th. lanr jobless rate 

ugue  fo r  up.ctiag that  nal QIP in ths cuzr8at quarter rill 

roughly match the  3-1/2 percent drought-adjwted p.08 of the firat nine 

montha of this year. With factoxy jobs incroasiag mother 70,000 last 

month, we ' l l  be publishing tororrow morning a one-lmlf percent increase 

i n  November induatr ia l  production; the qurterly-a*.age rise appears 

l i ke ly  t o  u c e e d  4 percent. In  m8mfacttrtinp8 the  quarterly gain 

probably w i l l  be around 5-11? percent. 

A t  the  time the Greenbook was coupletad, indicators on the 

spending s ide  of the ledger were quite n u . Ih noted that, t o  tha t  

point, they seemed a b i t  so f t e r  than the  production side. Xmplidtly, 

w e  were looking for some atronger expenditure data in subsequent 

releases. This morning we received the advance reading on November 

r e t a i l  sales. Total sales are eattimated t o  have risen 1.1 percent last 

month, and the  increase for October was revised upward, from 0.9 percent 

t o  1.6 percent. These are big nrrmb+rs, but because we were anticipating 

strength, they would cause us t o  raise the  projection of real consumer 

spending growth in t h e  fourth quarter only marginally frcm the  2-112 

percent rate in the  Greenbook. 

Indicators of other 8ectors of demand pnsent a mixed p i c t u n .  

The housing market h.8, if mything, been firmer than we . rptcted in our 

previous forecast. Starts surged in November t o  a 1.55 million unit 

annual rate--the higheat since the  rpring--and sales of new h s  bve 
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remained .tronp. With mrtp.0. -tea hviw t(M.d rrp in the part  

month, we're not projecting that the r u e  .trergth in demmad will be 

auattrined; however, we have d e d  the aur-tua forecart  of residential  

investment sOUlfllt. 

In contrast, nontarideatirl f k r d  iocnstmat &a 8ppe.r.d 

aurprimingly weak of late. Again, I muat uphasire t h a t  ue 'ueworking 

here only with Octoba~d.ta--md they a m  m y volatile oxma a t  

that. Both ahiplPants of mndefeane capital pood. d conrtruction put-

in-place were mluggirh in October, and weak car sales M u t e  softnear 

i n  that utagory O f  brufna88 .p.ndLOg, too. lu n S U l t ,  W ' V O  

projected essent ia l ly  110 chnge in r u l  b t u h s a  f h d  iwaatmeat fo r  

the quarter as a whole .  

Clearly, one of the key factor. in our arseamonh that a 

further ria8 in intereat  rate8 i a  needed i a  the judgment th8t the  

underlying tendeader  in capi ta l  apending 8re .trwpar thn t h e  recant 

spending data suggest. To be aura, order8 a t  h a t f c  equipant 

nunufacturer. were weak in the early f a l l ,  d cormtruetion contracts 

are uahgJresaive. On the  other hand, though, m'n meen continued 

growth in backlogs, as w e l l  as r is ing gployrant  i n  the rchinery 

industries. There are still pury anecdotal reports of increaming 

Capital outlays, and two private aurrays of 1989 plans fer plant and 

epuiparnt mpending indiate  n d M l  increaser of between 5 and 6 

percent. He therefore expect tht equipeat outlays w i l l  w i v e  in the 

next few moatha, more than offaett ing what we ant ic ipr te  w i l l  be a 

downward d r i f t  in - r C h l  em6tructiOn. 



-6-

The other colpponent of business opending, inventoriee, provides no 

hint of an omerqing overlung that would be a =for draq on output 

growth. A p u t  fran auto dealers, fiw Ipostly report comfortable 

B t o d w ,  and as w i t h  f k e d  h e t m e n t ,  tbe  chnces of a recesrionuy 

aiscalculat ion seam t o  be minimired bp tbe  lack of ebullience in 

business cxpactationa. In the auto eeCtOr, there h e  been eaw buildup 

of stocks in the  past couple of &be8 but a embination of enhanced 

incentives and sane t r h d n g  o f  a s e d l y  echeduler ehould be able t o  

deal wi th  that f8 i r ly  quickly. The alWinq in n0ni.n Output growth 

we've projected for the f i r s t  quarter can be at t r ibuted arithmetically 

t o  the anticipated decline in euto pmductim. 

In sum, 88 we see the situation, the  rise in interest ra tes  

this ye= ha8 not been enough t o  severely depress dopcrtic final demand. 

A t  the  same t h e ,  we believe tha t  the  tradable goado sector is still 

benefiting frm r is ing  export demand. The underlyinq improvement in 

real net exports may be obscured in the current quarter by an influx of 

cheap imported o i l .  However, the  trend should resmcrge next year, 

accentuated i n i t i a l l y  by a drop-back in the o i l  flow. The recent 

depreciation of the  dol lar  should help sus t l in  the gain8 i n  trade, and 

we've assmnad a further moderate n d n a l  depreciation as well-running 

about 6 percent per 8nnun. In fact ,  it seem8 t o  lib l i ke ly  that, i f  the 

trade adjuatnmat is perceived t o  lag, the downward pressures on the 

dol la r  w i l l  intemify-albeit  w i t h  potentially discomforting 

implications for domastic in te res t  rates and inf la t ion.  

I have focused my remarks on the near-terP outlook. He did 

attempt t o  lay  out the fundamental loqic of the  projoction through 1990 
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in the (ireanbook, houmr, and *a ahrl l  be d h c u a a h g  that foreuat .ad 

the b @ k a t i O M  of 4lteraatiW OOnetUy a d  f i a d  pol idea in the 

February &art ahor. Given what  *a'- reported prmrioruly, I auppoae 

that you can already predict the b m d  outlina~of those impliutiona: 

in short, all Othu taing.equal, 4 learer degree of monetary restraint 

would produce greater inflation in 1990, while 4 more foruuful effort to 

reduce the federal budget deficit  could subatantially u s e  the d m o t i c  

finurcial preaaurea foreaean i n  the preaeat projection. But *a ahall 

attempt t o  refine a d  quantify t h i n  a t  the next meeting. 



8.E. 

Docombor 14. 1988 

This morning tho Comorco Dop.fi.nt lsauod lu la tost  re loue  

on U.S. =ado &a. For Octobor. on a a o u d l y  dJuaUa cuotocu 

valuation buls -- that la ,  u u l u d l q  tho coot of laauranco a d  frolght­

the trado doflcit nurowad slightly to a prO1iaiauy 1.ml of $8.9 

bill lon,  from a upward rovlaod 1-1 of $9.2 bill ion in Soptombor; before 

revision. tho Soptombor doflclt had boon reportod u $9.0 billion. On a 

elf basis. tho doflclt ln Octobor w u  $10.35 bllllon. As w u  indicatod 

A t  tho mooting yos+.r&y afternoon, orchango market particlpurta 

reportedly oxpoctod A doflclt of about $10 bll l loa on a c l f  b u l s .  In  

exchange InArketa this nordug, the dollU dged off A g d M t  major 

currencios following tho re leuo  of the trado data. 

The vduo of t o t a l  lmporta, f e l l  1.7 percont i n  October. Imports 

of o i l  f e l l  slightly ln  valuo torma, u .nunchanged volrm. WLS offsot by 

a decline in  price. Non-oil lmports f e l l  1-1/2 percent w i t h  declines 

recorded in  Lmporta of capital goo& and conaumer goo&. 

The value of non-oil lmports was up only slightly from the 

average monthly lave1 i n  tho thlrd quarter. Ua urpoct the of non-

oil lmports to  rlao modoratoly 0v.r tho forecast period, although tho 

alt.ntinr of Lrporu. othor thur computors, should bo pratty f la t .  

Exporu docl1p.d 1.1porcont l n  Octobor. Agr1cultur.l axport. 

vere somowh~tlowor. Boostod by higher aircraft shipmonts. non-

AgrlCUhIrAl oxporta appuontly wore mcb~ngodfrom thoir Soptenbor 

1evo1: thoy were up alightly (.bout 1-1/2 prcont) from tho avorago for 
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the third quarter md -re .bout 23 percent & w e  their level in  October 

of 1987. The decliw in no~~griculturdaxports v u  prinoipally in 

indrutrid supplies .ad material.; exporu of capital goods vere 

eseentidly rmch.lyed from thr September level. Tb. staff expects a 

somewhat slornr rat. of increue of aoaapicultural exports over the 

forecut horizon--Ibout 13 percent in vdw teru--reflecning.for awhile 

th. contidug effect. of the streagtb of the dol lu  through much of 1988 

lad the s l d n g  of foreign growth from the rapid rat.# seen this year. 

The data released this mornlag n r e  urglaully mrse tiua the 

staff's expectationr. liovrwr, given the volatiliq of these data. w 

would not be incllwd to alter our buic vlw of tho ou+look, described 

in the current Greenbook. either for thr current O r  for the 

next NO y e u s .  lbvever. today's data are likely to provide sop. support 

for the viav that the axpaasion of U.S. export# h u  stalled. 



D o d r  14,  1988 

m a  muarm 
DonrldL. Koha 

Aa a n e t  of people hat. h a d y  remuked, the period since 

the laat FCMc met- has 8088 8 further fh t tan inp  Of the yield C-. 

AE can be seen in chart 1, this occurred with short-term rates rising 

~ubatmt ia l ly ,w h i l e  long-term rater iacreued by comiderably lesa-a 

fa i r ly  typical pattern for 1988. Loag-tem rates haw risen by less tima 

hrlf a percentage point since last winter, w h i l e  shoe-term ratea haw 

gone up .bout two perC8ntaga points. Mor8Omr, Tiewed fn 8 alightly 

longer contaxt, Treasury bond rates haw fluctuated llpatly around 9 per-

cent for =re t- a p8r a a hit. 
This behavior of long-tem rates raises a quoation about the 

degree t o  which monetuy policy has applied effectivm ~ s t r a i n ton the 

econcrnp t h i n  year. A focw on long-term rates remain# appropriate, even 

with  the spread of variable-rate f h d n g  the 1980's. Long-tenn 

rates a t i l l  directly affect 8 subStanti8l polme of ftmding and spending 

decisiona. In any case, these rates embody a set of expectations about 

the path of future short-term rates that myone contcmplating a long-term 

resource c d t m e n t  would have t o  take into account. 

The =st obvious interpretation of the changes in the yield 

curve and the lack of trend in long-term rates is  that savers and 

spandera baliew that the Federal Reserve has applied-or w i l l  soon 

apply-sufficient reatr8.int t o  fOteatt.11 a mjor, swtained increase in 

hfl8tiOn t8t88. The -rent COdigUZatfOn Of r8teS 8 U g g 8 E t E  upact.­

t h n s  Of 8- 8ddftfOMl f f m g  Of policy fn the ne8r term, but very 

l i t t l e  subsequent increase in rates. By contraat, u Mike has noted, the 
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preanboolr forecaat d e r  a &to different outlook for ratea. A por­

tion of tho difference l i e n  fn the ataff'r an.-ion of a policy tha t  

w i l l  foater a reduction of inflation-m outcopc the market does not aecn 

t o  k mticipting. But. tb. mro hportant factor i a  th. notion in the 

ataff forecaat that ratea ham not yet irrcruned t o  level8 that w i l l  

foreatall additional preamnn OIL raaourcea and higher id la t ion .  

The differanca between th.mrket and ataff outtooks involve, 

8t 1ea.t i@icitly# 8- judgant .bopt t-8 9nfortmte1yr partly UllOb­

rervable 9.ti.ble~--th. actual 1-1 of rul intereat. rate8 md m equi­

librim level condateat w i t h  the e w 9mwhI9 along a path tha t  w i l l  

not a w e  inflation to increaae or decrmaae. T h  actual level requirea a 

maarm of inflation eqectatioru; tb.eqnUibrim 1-1, aana notion of 

the fadora iqinglng on spending and mvhq (IMiaioM relative t o  the 

e c o w ' r  potential, taking into account h l p n t r  abroad aa w e l l  a# 

d a m a t i d l y .  

One reading on long-tem inflation upectatioru and of actual 

long-tem real rater i r  f m o t h e  rrumy of 10 y o u  inflation sxpsc­

tat iom, ahom in chrt 2. The laat. colunm of t h i n  chart ahows a drop i n  

inflation erpectatioaa ftaa apring of 1987 when the Iedeaal Reaerw bag-

t o  tighten. Bwmr, the rumey doer tend t o  c o n f i a t h o  evidence of the 

yield curve that  inflation i a  expected t o  d near or a l i t t l e  .bow 

the rater generally prevailing in recent yearr. The decrease in infla­

tion up.ctationr isplies m upwud tilt t o  real long-tan rater, rhom 

in the lo*at -01, S b W  the 6PpthIg O f  1987, f O 1 1 0 W h 9  the 8ubSbntbl 

increare in t h i n  ma- that occurred with the fnitirl upward movement 

in d n a l  rater in s u l y  1987. 
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one y o u  .head inflation q c t a t i o r u ,  a h a n  i n  t h o  f i r a t  

~ ~column, haw d s o n  on b d aince e u l y  1987 or 1980. Theso upecta­

t i o m  likely t o  k mom d i d a n t l y  hold th.0 those looWg &end 10 

years, and real rate. darivad f r a  tw tw not u N l O V U l t  in 

theory, may battor indimto i .adi.to influoncoa on .p.ndfng dedaiolu. 

The one-you arpectationr f- tho aooy aUL7.I haw k e n  sub­

tracted frao l-ysu t r e a a w  rat*. to  prod- onwymu nal rates in the 

top panel of chut  3. TMriddl0 p.001 woa tho inflation UpoCtatiOM 

in the Michigan comwr m e which ham roughly pual la lod thoae in 

the m y  a w a y .  Tho bottom paad we8 =cant actual inflation rates as 

a proxy for inflation -Ct8thIa. In all three meaauna, the inten­

sification of inflation expactationa has d.np.d tho i n a u a a  i n  real 

rater aaaociated with tho S y a t d a  f i w b g  ainco Wch. & a consequence 

the t i re  in real rater through moat of 1987 and 1988 appeara fairly md­

orate. The moat recant plot on tho chrts, connoted with a stu, waa 

conatructed wing yeaterday'a lrapirul intoreat rate togather with the 

laat  available inflation e x p e C t 8 t i O M .  Th. apparent jw in real rater 

shorn by the a t u  mUa ba interpreted uutioualy, since the measurea of 

inflation expectations haw not had a chance t o  react t o  the recent 

atreagth in the ecoPQPIc data, but ncmiml  ratea ham; one-year ratea 

roae another 10 h a i r  pointa yeatarday following releaso of the r e t a i l  

aales data. Judging whether, taking account of them factora, real rate8 

have riaen aufficiantly t o  reatrain growth t o  a -re auutaimble pace 

over the next y u u  or ao and t o  avoid additional inflation requires aa 

*.11 that they k capp.tcld t o  .I)o q u i l i b r i t r  r u l  rat. 1.~01. 
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worked t o  d o e  the appropriate level of d r8t.s t h i s  mu. These 

effects mmy have been offset t o  an extent by the effects of the decline 

in the atock market in l8te 1987, which booated saving t o  a degree. 

On b8l.no it would s w  that relatively high real rates by 

historical etfurdudr probably u a  needed now t o  keep upending in line 

with the economg8s potential. These equilibrim real rates likely have 

not changed very much this y o u ,  but if they changed they ptobrbly rose a 

bit ,  further limiting the a d d i t i d  ponety  reatr8int implied by the 

increaae in maaaoted real rates. Eouever, ths rise in real rates from 

their trough in 1986 probably has contributed t o  taking 8- ateam out of 

the e c o n d c  expansion in 1988 relative t o  1987. And the lagged effects 

of further increases this fal l  should lead t o  additional alwing in the 

nonfarm economy next you. I f  the slowing U a d y  in t2.b were thought 

t o  lead t o  8 pace of expawion and lev81 of d d no greater than the 

econcmy'o potential, then alternative 1) might h considered appropriate. 

After ye.Parrd, ahort-tenn interest r8tes dght edge d m  8 l i t t le  under 

this alternative, given that federal fuada eventrully might center 8 bit  

below recent levels, and that the firming expected by the market would 

not materialize. The i ap l iu t ions  for long-tam rates u e  mote difficult  

t o  diacusa. The interest rates of t h i n  alternative would be likely t o  

keep KZ growth aboa the botton, of its tent8tive 1989 r8ngu over the 

firat quartet, with growth of about 4 percent expected. 

On the other hnd, i f ,  in l ight of the continued expansion of 

t h e  e c o n q  a t  rate. above potential and the moderate rise in real ratea 

so far together wi th  the current relatively high level of reaource 

utilir8tion, the risks were still seen t o  be a m t r i c a l l y  on the rid. 
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